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I. INTRODUCTION 

UNS Gas has not met its burden of proof supporting either the magnitude of its requested rate 

increase or the changes it proposes to its rate design to achieve that increase. The Company’s 

proposals are designed to chip away at the “historic” test year, and to improve its financial 

performance beyond that to which it is entitled under Commission rules by placing more financial 

burden on ratepayers. 

11. DISCUSSION 

A. UNS Gas has not Met its Burden of Proof on its Requested Rate Increase. 

1. The Company’s Projected Growth Rate Does Not Justify UNS Gas’ 
Proposal Regarding CWIP in Rate Base. 

As the Staff pointed out in its Initial Brief, UNS Gas proposes to include $7.189 million of 

Construction Work in Progress (“CWIP”) in rate base.’ There is no doubt under Arizona law, that the 

Commission has the discretion to include CWIP in rate base as the Company argues2 However, 

under well established ratemaking principles, inclusion of CWIP in rate base is the exception, not the 

rule. The question that needs to be asked then is does the Company meet the criteria for 

extraordinary treatment of CWIP. Staffs position is that the Company does not meet these criteria. 

One of the few instances where the Commission has authorized CWIP in rate base was in 

1984 when the Commission allowed Arizona Public Service Company (“APS”) to include CWIP 

associated with the Palo Verde nuclear plant in its rate base.3 However, there were extraordinary 

circumstances facing APS at that time related to the tremendous investment in Palo Verde and its 

associated C WIP balance. Because of those extraordinary circumstances the Commission was guided 

more by “the economic benefits to ratepayers from further CWIP inclusion and the avoidance of ‘rate 

shock’ in the APS service terri t~ry.~ The Commission was apparently dealing with approximately 

$600 million in CWIP associated with Palo Verde. From the evidence presented in that case the 

Commission determined that inclusion of C WIP in that case would “substantially reduce costs which 

’ Staff Opening Brief at p. 2-5. 

Post-Hearing at p. 1 1. 
See Arizona Community Action Association v. Arizona Corporation Commission, 599 P.2d 184 (1979); UNS Gas Initial 

See In Re Arizona Public Service Company, Decision No. 54247,64 P.U.R.4fi 147 (Nov. 28, 1984). 
Decision No. 54247, at p. 19. 
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would otherwise be properly chargeable to ratepayers.”* That the Commission viewed inclusion of 

some CWIP in APS’ rate base to be appropriate given the extraordinary circumstances in the case. 

Even if the commission were to accept RUCO’s and CREE’S estimates 
for the total value of Palo Verde, we are still faced with nearly doubling 
APS’ rate base in little over two (2) years. Unless substantial efforts 
are made to phase in this tremendous investment over a longer period, 
the APS service territory faces a significant potential for economic 
disruption. CWIP inclusion is the logical first step for such a phase-in. 
Indeed, any commission which contemplates some sort of rate 
moderation program involving a postcommercialization phase-in of 
plant investment (a clear violation of the ‘used and usefbl’ doctrine) 
should equally consider beginning its program during the 
precommercialization phase of construction, Le., DWIP. This will 
spread the increase over an even longer period of time without 
accumulating the substantial level of deferred costs which ordinarily 
accompanies delays in recognizing plant investment. 

In consideration of the above discussion, we find that an additional 
$200 million in PV-I CWIP should be included in APS’ “fair value” 
rate base. Although this still leaves some $400 million in PV-I costs to 
be addressed upon the in-service date of that facility (as well as the 
costs of PV-I1 and PV-111), any greater amoyt  might tend to cause rate 
shock today in an effort to avoid it tomorrow. 

This case, in turn, has none of the attributes of the APS case in which CWIP was allowec 

The investment at issue is approximately $7 million as opposed to $200 million of a total CWIP 

balance of $600 associated with the PV plant in the APS case. Moreover, certainly inclusion of the 

E7 million does not raise the same concerns of “rate shock” as inclusion of $200 million or $600 

million, over two years, the scenario the Commission was presented with in the APS case. It is small 

wonder in the APS case that the Commission desired to ameliorate the impact upon ratepayers with 

$600 million in rate base ultimately at issue. 

In addition, the Commission noted in the APS case, that it was exceptional to include CWIP 

in rate base, and that it was generally only done as a means of addressing critical cash-flow problems 

for public service corporations or to prevent certain types of earnings attr i t i~n.~ In this case, the 

Company has no cash flow problems. The lead-lag study indicates that operations are providing a 

source of cash flow to the utility. 

Id. 
Decision No. 54247at p. 20. ’ Decision No. 54247 at p. 19. 
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Furthermore, it is the Company, not Staff, the Commission or RUCO, that chooses the test 

year. UNS Gas could have waited and chosen a later test year; it is not in a dire financial crisis which 

necessitated it seeking an immediate increase in rates. This is evidenced by the fact that the overall 

increase in revenues requested by the Company is only 7%. Here the Company appears to requesting 

that the Commission include CWIP in rate base only to improve its financial performance. Allowing 

CWIP to improve financial performance would ultimately lead to the exception swallowing the rule. 

2. The Company’s Prior Accounting for GIS Costs Makes its Inclusion in 
Rate Base at this Time Unreasonable. 

The Company acknowledges in its Opening Brief that the costs associated with the 

Geographic Information System (“GIs”) should be expensed unless the Commission authorizes a 

deferral.’ The Company also acknowledged that “[a111 parties agree that approval of a deferral would 

be needed because GIS costs ordinarily would be treated as expenses.”’ 

The Company did not obtain a deferral from the Commission. Therefore, the Company 

should not be allowed to now treat the GIS costs as a regulatory asset. 

Further, Staff Witness Smith testified that a review of the Company’s October 3,2005 memo 

and the supporting documentation provided by UNS Gas, lead Staff to believe that the deferred GIS 

costs were not an appropriate rate base item, do not qualify as a “regulatory asset,” were not pre- 

approved for deferral by the Commission, are non-recurring costs that should have largely been 

expensed by the Company in periods prior to the 2005 test year, and therefore are not appropriate to 

include in test year rate base.” These expenses have almost all been expensed by the Company in 

periods prior to the 2005 test year and therefore are not appropriate to include in the test year rate 

base. l1 

The Company asks the Commission to disregard the accounting treatment of GIS costs to- 

date, ignore the fact that it did not seek pre-approval for a deferral as it was required to do, and 

ignore the fact that almost of the costs associated with GIS have already been expensed, because it 

UNS Gas Initial Post-Hearing Brief at 11. 
UNS Gas Initial Post-Hearing Brief at p. 1 1. 
Ex. S-27 (Smith Surrebuttal) at 19. 10 

l 1  Id. 
3 
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nade a “mistake.”12 

Zompany’s past mistakes. 

The customers of the Company should not be held responsible for the 

3. Certain of UNS Gas’ Proposed Revenue and Expense Adjustments are 
Not Appropriate. 

a. The Company’s Revenue Annualization Adjustment is Skewed in 
its Favor. 

UNS Gas also argues that due to its cyclical growth pattern, the traditional, “simplistic” 

wualization method should be rejected in favor of a “slightly more advanced mathematical model 

lased on the exponential growth m~del .” ’~  The Company argues that given the seasonal nature of a 

iignificant portion of its customer base, the traditional method used to annualize customer 

idjustments utilized by Staff and RUCO is not as accurate as the Company’s proposed 

nethodology. l4 

Staff Witness Ralph Smith testified that it was unnecessary for the number of customers to 

:row in stair-step fashion for the traditional approach to be valid for rate-making purposes. l5 What is 

mportant is that the growth that occurred during the test year is matched with the other elements of 

he ratemaking formula, including year-end plant in service, etc.16 

In addition, the Company’s “slightly advanced mathematical model” suffers fiom some pretty 

The traditional method utilized by Staff and RUCO is straight-forward and ,ignificant flaws. 

ransparent so that other parties can follow the calculations and results and reproduce them without 

lifficulty. l7 The calculations produced by the Company’s “slightly advanced mathematical model” 

vhich applied percentage growth factors instead of customer bill counts, were difficult to follow 

specially with respect to being able to verify percentages used. The Company’s model actually 

ppears to understate growth.” 

UNS Gas Initial Post-Hearing Brief at p. 1 1. 
UNS Gas’ Initial Post-Hearing Brief at 18. ’ UNS Gas’ Initial Post-Hearing Brief at 18. ‘ Ex. S-27 (Smith Surrebuttal) at 2 1. 

’ Id. 
Ex. S-27 (Smith Surrebuttal) at 24. 
Ex. S-27 (Smith Surrebuttal) at 24. 

I 
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b. Rate Case Expense Should be Reduced as Recommended by Staff 
and RUCO. 

UNS Gas argues that its request for $900,000.00 in rate case expense is rea~onab1e.l~ In its 

Rebuttal Testimony the Company provided two reasons for the amount of this expenditure including: 

1) that the organization is going through the first rate for UNS Gas and is thus having to research and 

address all issues for the first time; 2) the volume, complexity and magnitude of data requests from 

Staff, RUCO and other intervenors.”20 

Staff Witness Ralph addressed both of the two justifications proferred by the Company in his 

Surrebuttal Testimony. Mr. Smith testified that the transfer of ownership should not be an excuse for 

Zharging ratepayers for what appear to be excessive amounts of rate case cost.21 In addition, the 

Southwest Gas rate case raised many of the same issues that are being raised by UNS Gas in this 

:ase, with the Commission approving far less in rate case expense. Southwest Gas is also a larger 

dtility. 

Staff Witness Ralph Smith testified that the recent Southwest Gas rate case actually provides 

3 reasonable benchmark for what a reasonable allowance for rate case cost should be in the current 

LJNS Gas rate case.22 The amount requested by UNS Gas is over 3.8 times as high as the amount of 

rate case expense allowed by the Commission in the Southwest Gas case.23 

The Company claims that the comparison with Southwest Gas is not appropriate because of 

the different accounting methods used by UNS Gas and Southwest Gas.24 However, the record is 

simply not clear and there is simply not sufficient evidence in the record to support UNS Gas’ 

;ontention that Southwest Gas, due to its accounting allocation methods, had a lot of hidden rate case 

zxpense that it did not identify or did not seek recovery of in its most recent rate case.25 It is not 

known whether Southwest Gas attempted to identify its rate case expense separately for Arizona and 

UNS Gas’ Opening Brief at 2 1-23. 
’O Ex. UNSG-13 (Dukes Rebuttal) at 34. 
” Ex. S-27 (Smith Surrebuttal) at 43. 
’2 Ex. S-27 (Smith Surrebuttal) at 43. 

24 UNS Gas’ Initial Post-Hearing Brief at 22. 
’5 See UNS Gas’ Initial Post-Hearing Brief at 22. 

19 

’3 Id. 
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included that in its case or whether some rate case expense was included as overhead, as UNS Gas 

The Company also heavily relies upon the number of data requests promulgated in this case as 

opposed to the Southwest Gas case.27 However, as Staff Witness Smith testified, the Commission 

needs to consider more factors than the number of data requests sent in any given case.” The 

Commission also needs to consider the similarity of the utilities and the type of issues that are being 

addre~sed.’~ 

UNS Gas also complains that Staff developed its position “on-the-fly” and waited until its 

Surrebuttal Testimony to comment on the issue.30 This is a curious comment given that UNS Gas 

significantly increased the amount of proposed rate case expense it was requesting in its Rebuttal 

Testimony. Moreover, the Staff positions that UNS Gas complain were developed by Staff “on-the- 

fly” were actually responses to questions posed by UNS Gas itself at the hearing. Certainly, Staff 

has the right to respond to questions posed at the hearing and is not required to limit its responses to 

its pre-filed testimony in the case. 

c. The Company’s Request for an Accounting Order for its El Paso 
Proceeding Expenses Was First Made in its Initial Brief and 
Should Not be Considered in this Proceeding. 

At page 64 of its Initial Post-Hearing Brief, UNS Gas makes the following request: 

UNS Gas has requested that its legal expenses for its participation in 
FERC rate cases that will affect the cost of gas purchased by UNS Gas 
be included as an expense related to its test year operating income. If 
the Commission decides to disallow those legal expenses as an 
operating expense, the Company requests an accounting order that 
would allow all legal expenses related to FERC gas rate cases to be 
included in the cost of gas covered by the PGA. 

This request should be denied for several reasons. First, it was not presented in UNS Gas’ testimony, 

but is being raised for the first time in the Company’s Brief. 

26 Id. 
27 UNS Gas Initial Post-Hearing Brief at 23. 
28 Tr. Vol. 5 at 901-02. 
29 Id. 
30 UNS Gas Opening Brief at 23. 
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Second, the request is based upon a mistaken premise, i.e., that FERC legal expense is being 

disallowed. While Staff and RUCO have both recommended adjustments to the level of FERC legal 

expense that UNS Gas incurred in the test year, it is clear that the adjustment proposed by Staff and 

the similar adjustment proposed by RUCO is a normalization. The purpose of such adjustment is to 

remove a level of nonrecurring expense such that the expense remaining in the test year reflects a 

normal ongoing level. Moreover, neither Staff nor UNS Gas itself proposed shifting rate recovery of 

FERC legal expense from base rates into a deferral account for recovery through the Company’s 

PGA. 

Third, the legal expense is not part of the Company’s cost of gas. The expense is recorded in 

Account 923, outside services, and not in a gas cost account. Such expense should not be shifted into 

the PGA, and especially not without a full and complete record examining the ramifications of such a 

shift. 

Fourth, it is clear from the record that not all FERC pipeline rate case expense has been 

removed from operating expenses in the test year.31 Consequently, the request by UNS Gas to “allow 

sll legal expenses related to FERC gas rate cases to be included in the cost of gas covered by the 

PGA” is clearly improper and would double-recover the amount of such costs that has been 

unadjusted by Staff and RUCO which thus remains in base rates. Double-charging UNS Gas 

ratepayers for legal expense should not be permitted. 

Fifth and finally, Staff is aware of no other gas utility operating in the state for which the 

Commission has granted similar authority. UNS Gas’s brief cites no authority or precedent for 

granting such an extraordinary ratemaking treatment. This request by UNS Gas is highly 

inappropriate and should be denied for the reasons stated above. 

d. Disallowance of Part of the Company’s Claimed Expenses related 
to Incentive Performance Plans Is Justified by Prior Commission 
Orders. 

The Company argues that its Performance Enhancement Program (“PEP”) is “part of its cost 

of service’’ and that there are no grounds to disallow it.32 The structure of the Company’s PEP 

3 1  See, e.g., Ex R-5 (Diaz Cortez’ Direct) at 21; Ex R-6 (Diu Cortez Surrebuttal) at 14. 
UNS Gas Initial Post-Hearing Brief at 26. 32 
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determines eligibility for certain bonus levels by measuring Unisource Energy Services’ (“UES”) (the 

subsidiary of UniSource Energy Corporation and the parent company of UNS Gas) performance in 

three areas: (1) financial performance; (2) operational cost containment; and (3) core business and 

customer service goals. 33 

The Commission has found in prior Orders that where the Incentive Performance Plan 

benefits both shareholders and ratepayers, the costs of such plan should be shared equally among 

both groups.34 In the most recent Southwest Gas case, the Commission found: 

In Decision No. 64172, the Commission adopted Staffs 
recommendation regarding MIP expenses based on Staffs claim that 
two of the five performance goals were tied to return on equity and thus 
primarily benefited shareholders. We believe that Staffs 
recommendation for an equal sharing of the costs associated with MIP 
compensation provides an appropriate balance between the benefits 
attained by both shareholders and ratepayers. Although achievement of 
the performance goals in the MIP, and the benefits attendant thereto, 
cannot be precisely quantified there is little doubt that both 
shareholders and ratepayers derive some benefit form incentive goals. 
Therefore the costs of the program should be borne by both groups and 
we find s3f5affs equal sharing recommendation to be a reasonable 
resolution. 

The same reasoning applies in this case. A review of the performance indicators or targets 

shows that at least two of those directly benefit shareholders; i.e., financial performance and 

operational cost containment. Therefore, shareholders should share in the costs of such a program. 

Staff Witness Ralph Smith testified “In terms of whether the cost of the UNS Gas incentive 

compensation under the company’s PEP plan should be similarly allocated between shareholders and 

ratepayers, I see no meaningful distinction in the UNS Gas situation that would require a different 

ratemaking treatment than the 50/50 sharing applied by the Commission in the SWG rate case.”36 

UNS Gas also argues that if the PEP were eliminated, base salaries would have to be 

increased in order for UNS Gas to attract and retain the necessary employees.37 there is 

nothing in the record which would substantiate the Company’s anecdotal statements that employee 

But, 

3 3 E ~ .  S-25 at (Smith Direct) 24. 
34 See DecisionNo. 64172 at p. 11-12; DecisionNo. 68487 at 17-18. 
35 Decision 68487 at 18. 
36 Ex. S-25 (Smith Direct) at 29. 
37 UNS Gas Initial Post-Hearing Brief at 26. 
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salaries would increase. Nor did the Company provide any basis for its statement that “similar 

programs are standard practice at most c~mpanies.’’~~ There is also evidence in the record that the 

alleged advantages over base pay rate increases identified by the Company are overstated. The 

Company claims that the financial goals contained in the PEP provide enhanced motivation for better 

performance as compared to increased base compen~ation.~’ Staff Witness Ralph Smith testified 

that the Company’s actual recent payouts under the Plan, call into question how real the “at risk” 

feature of the PEP is in pra~tice.~’ 

As explained by the Company in response to STF 1 lS(b): 

. . .the financial performance goal, which was a trigger under the PEP 
program for UNS electric, UNS Gas and Tucson Electric Power 
Company (“TEP), was not met. The financial performance goal was 
not met, in part, because of unplanned outages at the coal generating 
unites which required TEP to purchase power on the open market. In 
discussions with the board of directors, the desire was to recognize 
employee achievements distinct from financial measures. The board 
deemed it appropriate to implement a special recognition award to 
employees for achievements in 2005. Normally, PEP is paid at 50% to 
150% of target, the special recognition award was paid 4:t 
approximately 42% of the target for each of the operating companies. 

Like Southwest Gas, UNS Gas also has a Supplemental Executive Retirement Plan (“SERP”). 

The Company argues that the Commission’s recent Southwest Gas decision disallowing SERP costs 

should not apply to UNS Gas because the decision was issued after the test year in this case.42 Staff 

is not aware of any requirement that a Commission decision cannot apply to a case unless that 

decision was issued before the test year selected by the Company. The costs associated with SEW 

have oftentimes been at issue in cases that come before the Commission before the test year selected 

by the Company. The Commission is not bound by prior determinations but may change course if it 

provides a rational basis for doing so. 

UNS Gas also argues that the Internal Revenue Code should not dictate which compensation 

costs should be recovered.43 But, as Staff Witness Smith pointed out, typically SERPs provide for 

38 UNS Gas Initial Post-Hearing Brief at 26 (citing UNSG-13 at 9). 
39 UNS Gas Initial Post-Hearing Brief at 27. 
40 Ex. S-27(Smith Surrebuttal) at 28. 

Ex. S-27 (Smith Surrebuttal) at 28. 
42 UNS Gas Initial Post-Hearing Brief at 28. 
43 UNS Gas Initial Post-Hearing Brief at 29. 

41 
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:etirement benefits in excess of the limits placed by IRS regulations on pension plan calculations for 

salaries in excess of specified amounts. The Commission found in the Southwest case, that if the 

Zompany provided additional retirement benefits above those allowed under IRS regulations, its 

shareholders, not ratepayers, should shoulder the burden of those. 

The Commission stated the following in its Southwest Gas Order: 

Although we rejected RUCO’s arguments on this issue in the 
Company’s last rate proceeding, we believe that the record in this case 
supports a finding that the provision of additional compensation to 
Southwest Gas’ highest paid employees to remedy a perceived 
deficiency in retirement benefits relative to the Company’s other 
employees is not a reasonable expense that should be recovered in 
rates. Without SERP, the Company’s officers still enjoy the same 
retirement benefits available to any other Southwest Gas employee and 
the attempt to make these executives “whole” in the sense of allowing a 
greater percentage of retirement benefits does not meet the test of 
reasonableness. If the Company wishes to provide additional 
retirement benefits above the level permitted by IRS regulations 
applicable to all other employees it may do so at the expense of its 
shareholders. However, it is not reasonable to place this additional 
burden on  ratepayer^."^^ 

Staff Witness Smith also found no material differences between the Southwest Gas SERP 

Plan which disallowed by the Commission and the UNS Gas Plan. Accordingly, the Commission 

should disallow the costs associated with UNS Gas’ SERP Plan in their entirety. 

e. UNS Gas’ proposed property tax expense fails to reflect the known 
and measurable change in tax law affecting the assessment ratio. 

Pages 19-20 of UNS Gas’ Brief address property tax expense. The Arizona State Legislature 

passed House Bill No. 2779 which set a new rate schedule for property tax assessments. The new 

assessment rate schedule provides for decreasing the 25 percent rate applicable in 2005 in 0.5 percent 

steps each year until a 20 percent rate is attained in 2015. The Company’s calculation used a 24.5 

percent assessment rate and thus fails to recognize the impact of this known tax change prospectively. 

The adjustment proposed by Staff (and RUCO) for property tax expense is necessary to reflect the 

known statutory assessment ratio of 24 percent applicable for 2007.45 Reflecting the impact of this 

known and measurable change in tax law is appropriate, and is fully consistent with the final 

Decision No. 68487 at 19. 
45 Ex. S-26 (Smith Surrebuttal) at p. 35. 
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Utility: UNS Gas, Inc. 
Docket: G-04204A-06-0463 

Test Year Ended: December 31,2005 
New Rates Effective: mid-2007 

positions taken by all parties (the utility, Staff and RUCO) in the recent Southwest Gas rate case, as 

summarized in the following table: 
Southwest Gas Corp. 
G-01551A-04-0876 

August 31,2004 
Order issued 2/23/06 

Estimated Filing Interval: 
Assessment Rate Used: 

Corresponding Effective Year: 

3 years 3 to 4 years 
24 percent 24.5 percent 

2007 2006 

f. Staff’s recommended postage expense adjustment reasonably 

Page 30 of UNS Gas’ Brief claims that Staffs adjustment for postage expense should be 

rejected because of “several errors.” However, UNS Gas fails to recognize that Staffs recommended 

postage adjustment was revised to eliminate all such perceived “errors” in surrebuttal. Moreover, 

Staffs adjustment was further refined in surrebuttal to also include the known and measurable impact 

if the May 2007 postage expense increase, which was not reflected by UNS Gas. As explained in his 

surrebuttal testimony, Staff Witness Ralph Smith accepted $445,171 as the appropriate starting point 

For the calculation, as discussed in UNS Gas Witness Dukes’ rebuttal testimony at pages 19-20. This 

produces an annualized postage expense of $476,960. An annualized postage expense of $476,960 

properly recognizes the postage expense increase that occurred on January 8, 2006 and the customer 

growth that occurred during the 2005 test year. Staff also reflected the known and measurable May 

14, 2007 postage increase that raised the cost of a first class letter fiom $0.39 to $0.41. Staff 

recommends allowing annualized postage expense of $503,356. The adjustment to the $529,380 

mount in the UNS Gas filing would be a decrease of $26,024. 

reflects all known and measurable changes and should be adopted. 

The Company’s proposal to compare 2006 postage expense is misplaced and inappropriate 

because the 2006 expense reflects the impact of additional customer growth beyond the end of the 

test year that has not been recognized in revenues. Customer growth has only been reflected through 

December 3 1,2005, the end of the test year. Reflecting increased postage expense related to post-test 

year growth in the number of customers without reflecting the related additional revenues is 

inappropriate and should be rejected.46 

16 Ex. S-27 (Smith Surrebuttal) at 39. 
11 
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g. UNS Gas Has Failed to Meet its Burden of Proof Concerning 
Industry Association Dues, and the Commission Should Therefore 
Adopt Staffs Recommended Adjustment. 

Page 31 of UNS Gas’s Brief addresses American Gas Association dues and misstates the 

basis for Staffs recommended adjustment. UNS Gas has failed to meet its burden of proof 

concerning industry association dues, and the Commission should therefore adopt Staffs 

recommended adjustment. As explained in the Surrebuttal Testimony of Ralph Smith, Staff agrees 

with RUCO that the marketing and lobbying-related portion of the AGA dues should definitely be 

removed from rates. However, Staff disagrees with UNS Gas that an adjustment limited to o& the 

marketing and lobbying portion of AGA dues is sufficient to fblly remove the portions of AGA dues 

that should not be charged to ratepayers. In the recent Southwest Gas rate case, Decision No. 68487, 

at page 14, after having removed the portion of the AGA dues directly attributable to marketing and 

lobbying, Southwest Gas was found to have demonstrated that the remainder of the AGA dues should 

be recoverable as legitimate test year expenses. However, in that Order, of which UNS Gas should 

have been aware, the Commission also provided a clear directive (at page 14 of that order) by stating 

that: “in its next rate case filing the Company should provide a clearer picture of AGA functions and 

how the AGA’s activities provide specific benefits to the Company and its Arizona ratepayers.” This 

directive to Southwest Gas should have put UNS Gas on notice concerning the type of information 

the Commission would expect them to produce in a rate case in order to justify the inclusion of AGA 

dues in rates. 

In the current rate case, UNS Gas has not produced such information. Staff asked UNS Gas 

discovery to try to obtain such information, and it was not provided by UNS Gas. As illustrative 

examples, the Company’s response to STF 5.62(c) stated: “The Company did not receive any 

materials from the AGA specifying what percentage of their expenses is dedicated to lobbying or 

advocacy activities. UNS Gas has not excluded any portion of dues paid to the AGA during the test 

year.” Similarly, the Company’s response to STF 5.62(b) stated: “UNS Gas does not maintain any 

descriptive material regarding the financial statements, annual budgets or activities of the AGA.” 

12 
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Consequently, the Company has not met its burden of proof for including AGA dues in rates, and 

Staff is asking the Commission to consider a larger disallowance of AGA dues in the current UNS 

Gas rate case than was proposed by RUCO Witness Moore. 

Specifically, Staff has proposed to reduce test year expense by $26,868, as shown on 

Schedule C-14 that was filed with my direct testimony. This adjustment removes 40 percent of UNS 

Gas’ 2005 AGA dues for 2005, which were $41,854. Staff adjustment C-14 also removed other 

discretionary membership and industry association dues which are not needed for the safe and 

reliable provision of gas utility service. 

UNS Gas claims in its Brief, at page 31, that “Staffs adjustment is based on an antiquated 

200 1 report which used 1999 data.” However, this misstates the support for Staffs recommended 

adjustment. Staffs adjustment is supported not only by the two most recent National Association of 

Utility Regulatory Commissioners (NARUC) sponsored Audit Reports of the Expenditures of the 

American Gas Association. Copies of relevant pages from those audit reports are in the record in 

Attachment RCS-3 to Staff witness Smith’s Direct Testimony. Staff Witness Smith also included 

with his Direct Testimony, in Attachment RCS-4, for the Commission’s consideration, an excerpt 

from a Florida Public Service Commission Staff Memorandum (dated 12/23/03) in a City Gas 

Company rate case addressing this issue, where 40% of that gas distribution utility’s AGA dues 

amount was disallowed for ratemaking purposes. Moreover, those additional supporting materials 

indicate that disallowances of AGA dues of approximately 40% were applied in a series of cases, and 

were accepted by the respective utility. 

Because UNS Gas has failed to meet its burden of proof concerning industry association dues, 

and failed specifically to demonstrate how each category of AGA’s activities provide specific 

benefits to the Company and its Arizona ratepayers, the Commission should adopt the Staffs 

recommended 40 percent disallowance of AGA dues, which is supported by the two most recent 

NARUC-sponsored audits as well as documentation from other state regulatory proceedings 

concerning gas distribution utilities. The Commission should also remove from expenses the other 

industry dues listed in Staffs adjustment. 
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4. The Company’s Cost of Capital Proposal is Inflated. 

a. A Hypothetical Capital Structure is not Appropriate in This Case. 

The Company notes, and the Staff agrees, that it has made considerable progress toward 

improving its equity ratio in the last few years which stood at only 36% several years ag0.4~ The 

Company’s existing capital structure is now 45% common equity and 55% debt, which is in line with 

comparable companies. 

Nonetheless, both the Company and RUCO are proposing a 50% debt and 50% equity 

hypothetical capital structure in this case. Staff, on the other hand, is proposing use of the 

Company’s actual existing capital structure of 45% common equity and 55% debt. While the 

Commission has utilized hypothetical capital structures in the past in appropriate circumstances, Staff 

believes the circumstances of this case are different, and that use of a hypothetical capital structure is 

no longer necessary or appropriate in this case. 

First, Company Witness Grant concedes on page 8 of his Direct Testimony that the test-year 

capital structure for UNS Gas is in line with industry averages.48 Many commissions utilize a 

hypothetical capital structure when the existing capital structure of the Company is unreasonable, or 

out of line with the capital structures of comparable companies. Since the Company’s existing 

capital structure is not overly expensive for ratepayers nor is it highly leveraged, there is no need to 

employ a hypothetical capital structure in this case. 

The Commission has utilized hypothetical capital structures in the past; but under different 

circumstances than exist in this case. For instance in the Arizona American Mohave case, Decision 

No. 69440, Arizona American Mohave’s actual capital structure was 37.2% equity and 62.8% debt.49 

In that case, the Commission agreed with the Company that a hypothetical capital structure was 

appropriate because as the Company pointed out the Commission has in the past utilized a 

hypothetical capital structure in prior cases involving highly leveraged ~tilities.~’ In that case, the 

Commission adopted a hypothetical capital structure of 60% debt and 40% equity. Here the actual 

47 Ex. UNSG-27 (Grant Direct) at p. 9. 
48 Ex. UNSG-27 (Grant Direct) at p. 8. 
49 Decision 69440 at p. 13. 
50 Id. 
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capital structure of UNS Gas is similar to comparable companies. Its capital structure is not highly 

leveraged. 

The Commission also adopted a hypothetical capital structure in the recent Southwest Gas 

case.51 Southwest Gas’ actual average capital structure was highly leveraged. During the test year, 

its capital structure consisted of 34.5% common equity, 5.3% preferred stock, and 60.2% long-term 

debt.52 Because of the Company’s highly leveraged capital structure, the Commission accepted 

Staffs recommendation of a 40% equity ratio. UNS Gas, by comparison, has an equity ratio of 45%. 

Its actual capital structure is not unreasonable nor does it produce a result that is unfair or 

unreasonable to ratepayers. It would be inappropriate to utilize a hypothetical capital structure in 

this case simply to improve the Company’s financial performance. 

As pointed out by Mr. Parcel1 in his Direct Testimony at page 21 the use of hypothetical 

capital structure would have the impact of increasing the actual return on equity by 50 basis points.53 

Hypothetical Capital Structure 

Debt 

Equity 

Total 

Debt 

Equity 

Total 

Percent 

50% 

5 0% 

Percent 

5 5.3 3 ‘Yo 

44.67% 

wnt. cost 

6.6% 3.65% 

1 1 .O% 5.15% 

8.80% 

Actual Capital Structure 

wnt. cost 

6.6% 3.65% 

11 Soh 5.15% 

8.80% 

In general, a hypothetical capital structure is employed where the Company’s actual capital 

structure is unreasonable or where the actual capital structure contained higher cost equity capital that 

51 Decision No. 68487 at 23. 
52 Decision No. 68487 at 23. 
53 Ex. S-36 (Parcell Direct) at p. 21 
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was unduly expensive to  ratepayer^.^^ While Commissions have also utilized hypothetical capital 

structures in other limited situations, those circumstances are not present in this case.55 

b. RUCO and the Staff‘s Use of the Geometric Mean in their CAPM 
Analysis was Appropriate. 

The Company does not give any weight to its DCF results. The exclusive reliance upon 

CAPM results in an excessive cost of equity recommendation by the Company. The two primary 

differences in Staffs and the Company’s CAPM analyses are 1) the use of a risk free rate (5.3 

percent) by the Company which is outdated and exceeds the current level of U.S. Treasury bond 

yields; and 2) the Company’s use of an equity risk premium (7.1 percent) that relies exclusively on 

the arithmetic means of common stock returns and bond returns over the period 1926-2005.56 

The Company also argues that Staff and RUCO erred in using the geometric means returns in 

Zalculating the market risk premium in their CAPM models.57 The Company argues that the use of 

geometric means is contrary to well-established financial theory, sound financial practice, and basic 

mathematics. 58 

Staffs cost of capital expert, Mr. David Parcell, addressed this issue in his Surrebuttal 

restimony . 

What is important is not what Mr. Grant and I believe, but what 
investors rely upon in making investment decisions. It is apparent that 
investors have access to both types of returns, and correspondingly use 
both types of returns, when they make investment decisions. 

In fact, it is noteworthy that mutual fund investors regulatory receive 
reports on their own funds, as well as prospective funds they are 
considering investing in, that show only geometric returns (see for 
example, Schedule 1 which shows historic performance information for 
one of the nation’s largest mutual funds). Based on this, I find it 
difficult to accept Mr. Grant’s position that only arithmetic returns are 
considered by investors and thus, only arithmetic returns are 
appropriate in a CAPM context.fg 

j4 See Re Chesapeake Utilities Corp., 75 Md.P.S.C. 89 (1 984). 
j5 See Re Walnut Hill Tel. Co., 56 P.U.R.4~ 501 (Arkansas 1983). 

j7 UNS Gas’ Initial Post-Hearing Brief at 35. 

j9 Ex. S-37 (Parcell Surrebuttal Testimony) at 3. 

Ex. S-37 (Parcell Surrebuttal) at 3. 

Id. 
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Further, Mr. Parcell pointed out that UNS Gas used Value Line information in its cost of 

:spital analysis.60 Value Line reports show historic returns on a geometric, or compound growth rate 

basis. As Mr. Parcell testified, investors have access to both arithmetic and geometric growth rates. 

[n all likelihood, there is more geometric growth readily available to investors (e.g., mutual fund 

eeports and Value Line) than arithmetic growth.61 

c. Staffs Adjusted Cost of Capital Is The Only Lawful Proposal 
Supported by the Record and in Conformance with the ChaparraZ 
City Decision. 

All of the parties in this proceeding agree that the Commission must use a fair value rate base 

:‘FVR”’) in setting just and reasonable rates. The question presented in this case is simple and 

;traight forward. What is the rate of return that should be applied to a FVRB? Even though the 

pestion is easy to articulate, the answer is quite complex. Nevertheless, Staff agrees with the 

Zompany that an appropriate rate of return must be supported by the record. And it must conform to 

:xisting requirements in Arizona’s Constitution and case law. 

UNS Gas frames the issue as “how to address the renewed emphasis on fair value.”62 The 

2ompany’s description is a reference to the recent decision of the Arizona Court of Appeals in 

7haparral City Water Company v. Arizona Corporation Commi~sion.6~ The Company then 

ncorrectly describes Staffs adjusted cost of capital as the “prudent investment UNS Gas 

elies on a number of court decisions to support the rejection of the “prudent investment the01-y.”~~ 

The Company relies primarily on language in Arizona Corporation Commission v. Arizona 

Vater Company.66 None of the cases cited by the Company address the question presented in this 

:ase. In ACC v. A WC, for example, the issue was whether a purchase price of a utility could be relied 

ipon as the fair value of the utility’s rate base.67 

Id. 
Ex. S-37 (Parcell Surrebuttal) at 4. 
UNS Gas’ Initial Post-Hearing Brief at 42,lI. 19-20 (emphasis added). 
Unpublished Memorandum Decision, Arizona Court of Appeals, Division One, Case No. 1 CA-CC 05-0002, February 

UNS Gas’ Initial Post-Hearing Brief at p. 42. 

See Arizona Corp. Comm’n v. Arizona Water Co., 85 Ariz. 198,203,335 P.2d 412,415 (1959). 
Id., 85 Ariz. at 203,335 P.2d at 415. 

3,2007 (“Chaparral City). 

’See Id. at 11. 6-16. 
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The court explained that purchase prices could be under or over the book value of a utility’s 

property. It then held, “[Tlhe purchase price of a public utility does not constitute, as a matter of law, 

its fair value.”68 The court stated, “[Tlhe Commission must consider all available evidence related to 

the fair value, and an inquiry into a recent purchase transaction might be of assistance, in the 

discretion of the Commi~sion.”~~ Therefore, the Commission cannot rely entirely on a purchase price 

to determine FVRB.70 

In Chaparral City, the court criticized the Commission’s method for determining a “fair value 

rate of return.” A fair value rate of return is simply a rate of return that is appropriate for use with a 

FVRB. Historical and current financial theories and methods are derived using original cost rate base 

(“OCRB”) instead of FVRB.71 

The question presented in Chaparral City was not how to determine FVRB. The question 

was how to determine an appropriate rate of return to use with FVRB. The case does not represent a 

“renewed emphasis on fair value.” Staff has not found a case in Arizona directly on point other than 

the recent decision. As discussed below, a few other “fair value states” have case law on point. 

In Chaparral City, the Commission first calculated a revenue requirement by multiplying the 

OCRB by the cost of capital. The cost of capital was determined using traditional financial theories. 

Thus, it was derived from OCRB, not FVRB. An adjustment is necessary to determine just and 

reasonable rates. After determining the revenue requirement, the Commission then determined a 

“fair value rate of return” which would produce the same revenue req~irement .~~ 

The court concluded that the Commission’s method used OCRB and not FVRB to determine 

just and reasonable rates. The court acknowledged that application of traditional cost of capital 

methods are not be appropriate for FVRB.73 Finally, the court stated that “the Commission has the 

discretion to determine the appropriate meth~dology.”~~ 

68 Id. 
69 Id. 
70 Id. 
71 S-37 (Prcell Surrebuttal) at 8, line 7 to 9, line 2. 
72 Chaparral City at 12,a 14. 
73 Id. at 1 17. 
74 Id. 
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UNS Gas asks the Commission to use a cost of capital based on OCRB with its FVR13.75 The 

Company further argues that its request “is the only approach presented in this case that complies 

with the Arizona Con~titution.”~~ The Chaparral City court specifically recognized that the 

Company’s proposed method would result in excessive rates. Excessive rates are not just and 

reasonable rates and do not comply with the Arizona Constitution. 

Staff is the only party in this case to propose an adjustment to the cost of capital which is 

necessary for FVRB. The Company admits that an adjustment is appr~priate .~~ Instead of proposing 

an adjustment, UNS Gas criticizes Staffs method. The Company has the initial burden of proof for 

revenue requirements and rates. The Company is attempting to shift its burden of proof to Staff. 

Staff recognizes that the Commission may decide to respond to Chaparral City in this case. 

Therefore, Staff proposed an interim method for calculating a fair value rate of return even though it 

had no burden to do so. Staff will continue to evaluate methods for determining rate of return that 

may be used for FVRB. Nevertheless, Staffs proposal in this case is well reasoned and fairly 

balances the interests of ratepayers and investors. 

The problem of determining a fair value rate of return is complex and not easily resolved. 

Several states have evaluated the problem and have developed possible solutions. The most recent 

case Staff found is a 2001 Indiana case. In Re Harbour Water Corporation,78 the Indiana Utility 

Regulatory Commission (“IURC”) described the problem and identified a solution: 

As the Commission has fiequently noted, the capital structure is 
related to the book value of utility property. Therefore, the cost of 
capital calculated in the manner above, is related primarily to an 
original cost depreciated rate base. If the fair value rate base 
reflects the current value of Petitioner’s utility property, as it must, 
determining a fair return by multiplying the cost of capital, 
including a consideration of prospective inflation by a fair value 
rate base, which includes historic inflation, may overstate the 
required return by reflecting inflation twice. In order to avoid any 
such redundancy, it is necessary to make an adjustment to the cost 
of capital in arriving at a reasonable rate of return to be applied to 
the fair value rate base. On the basis of the evidence presented, 
the Commission finds the prospective rate of inflation, 2.5%, 

75 UNS Gas’ Initial Post-Hearing Brief at 42,ll. 19-24. 
76 Id. 
77 Id. at 42, line 23 and at 43,ll. 5-6 
78 Re Harbour Water Corporation, 2001 WL 170550 (Ind. U.R.C.), unpublished. 
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should be removed from Petitioner’s 12.0% cost of equity, to 
arrive at a deflated cost of common equity capital of (9.5%), to be 
used in computing a fair rate of return on the fair value of 
Petitioner’s utility property. When this is done, the resulting rate 
of return, which we find should be ppplied to Petitioner’s fair value 
rate base of $10,700,000, is 6.10%. 

In a 1992 decision, the Indiana Court of Appeals discussed the problem in dicta. The above 

3ecision focusing entirely on inflation may not fully address the issues discussed by the Indiana Court 

3f Appeals. Staff also believes that inflation may understate redundancies embedded in cost of 

:apital models. 

In Gary-Hobart Water Corporation v. Indiana Utility Regulatory Commission, the 

:ommission’s staff argued, “[Tlhere is no legal reason a return on a fair value rate base must be 

substantially greater than a return on an original cost rate base.”80 The court remanded case because 

:he Indiana commission did not make specific findings of fact to support its decision. The court cited 

:he following language in the commission’s order: 

After considering the effects of inflation on the embedded costs of 
equity and debt, the Commission further finds that the fair value 
rate of return on Petitioner’s fair value rate base should be 5.35%. 

The court explained: 

This court has concluded that original cost is one of the factors the 
Commission should consider in arriving at a fair value figure, but 
“it is not necessarily, in and of itself, an accurate reflection of the 
fair value of the company’s property upon which today’s investors 
should be allowed to earn a return.”” 

Staff agrees that the most important consideration is whether current investors expect or 

should be allowed to receive an incremental return. Investors’ expected returns on any increment is 

slready be embedded in cost of capital methodologies. The difficult question is whether all or only a 

portion of the expected returns are already embedded in the methodologies. 

In two 1974 decisions issued on the same day, the Supreme Court of North Carolina also 

struggled with the problem. In State of North Carolina ex rel. Utilities Commission et al. v. Duke 

Power Company, the North Carolina Supreme Court concluded, “[the] computation of the cost of 

’’ Id. at *10 (emphasis added). Note that RUCO argued that applying the weighted average cost of capital to the FVRB 
resulted in double counting inflation in Chaparral City. Chaparral City at fl 17. 
j0 Gary-Hobart Water Corporation v. Indiana Utility Regulatory Commission, 591 N.E.2d 649,653 (Ind. App. 1992). 
j1 Id. (citations and quotations omitted) (emphasis added). 
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capital must be adjusted by the Commission in order to take into account the effect of the fair value 

increment on the fair rate of return.”82 In a strained analysis, the Supreme Court of North Carolina 

held that the fair value increment must be added to the equity portion of a utility’s capital structure.83 

However, the court held that inclusion of the fair value increment in capital structure should 

reduce the overall rate of return. The court recognized that the fair value increment “is an unrealized 

paper profit to the The court provided the following analysis and guidance to the 

commission: 

This is not to say that the Commission must now revise its order so 
as to permit Duke to make an additional increase of its i-tes 
sufficient to yield additional net income equal to 11 per cent of 
the fair value increment. It is for the Commission, not this Court, 
to determine what is a fair rate of return.. . . 
[Tlhe capital structure of the company is a major factor in the 
determination of what is a fair rate of return for the company upon 
its properties. There are, at least, two reasons why the addition of 
the fair value increment to the actual capital structure of the 
company tends to reduce the fair rate of return as computed on the 
actual capital structure. First, treating this increment as if it were 
an actual addition to the equity capital of the company.. ..enlarges 
the equity component so that the risk of the investor in common 
stock is reduced. Second, the assurance that, year by year, in times 
of inflation, the fair value of the existing properties will rise, and 
the resulting increment will be added to the rate base so as to 
increase earnings allowable in the future, gives to the investor in 
the company’s common stock an assurance of growth of dollar 
earnings per share, over and above the growth incident to the 
reinvestment in the business of the company’s actual retained 
earnings. As indicated by the testimony of all of the expert 
witnesses.. ..this expectation of growth in earnings is an important 
part of their computations of the present cost of capital to the 
company. When these matters are properly taken into account, the 
commission may, in its own expert judgment, find that a fair rate 
of return on equity capital in a fair valvf state, such as North 
Carolina, is presently less than 11 per cent. 

In State of North Carolina ex rel. Utilities Commission et al. v. Virginia Electric and Power,87 

the North Carolina Supreme Court further discussed fair value rate of return. The court held, “[Tlhe 

” State of North Carolina ex rel. Utilities Commission et al. v. Duke Power Company, 285 N.C. 377, 397, 206 S.E.2d 
269,294 (N.C. 1974) (emphasis added) (“Duke Power”). 
K3 Id., 285 N.C. at 392,206 S.E.2d at 279-280. 
84 Id., 285 N.C. at 393,206 S.E.2d at 280. 
B5 The 1 1% was the rate of return based on OCRB. 
B6 Duke Power, 285 N.C. at 396,206 S.E.2d at 282. 

283 (N.C. 1974) (“Virginia Electric and Power”).. 
State of North Carolina ex rel. Utilities Commission et al. v. Virginia Electric and Power, 285 N.C. 398, 206 S.E.2d 
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Commission may, in its own expert judgment, find that a fair rate of return on Vepco’s equity capital, 

including the fair value increment, is less than 12 per cent (the rate of return it found fair without 

taking the fair value increment into account). How much less, if any, is for the Commission, not for 

this Court, to determine.”88 

The North Carolina Supreme Court’s analysis was founded on its interpretation of a state 

statute. The court held that the statute specifically required fair value increment to be added to the 

equity capital of a utility.89 In Arizona, there is no express authority requiring a specific treatment of 

a fair value increment in a capital structure. But Staff agrees in this case that a capital structure can 

be adjusted to properly account for fair value increment. 

The problem identified in all of the above cases is rooted in the concepts of fair value and 

FVRB. The concepts predate modern financial theory and practice. They predate models such as the 

discounted cash flow (“DCF”) model and the capital asset pricing model (“CAPM’). The concepts 

were created to solve a problem that no longer exists. 

They were used to provide a return to utilities based on the current value of their assets. 

Modern financial models account for investor expectations related to increases in the value of a 

utility’s assets. Therefore, applying a cost of capital derived from modern models to FVRB creates 

redundancies and double counting. Staff witness Mr. David Parcel1 described the problem in his 

surrebuttal testimony. He explained that “the cost of capital cannot be applied to the fair value rate 

base since there is no financial link between the two Modern financial models must be 

adjusted to eliminate double counting prior to use with FVRB. 

UNS Gas argues that Staffs recommended adjustment in this case is no different than the 

adjustment at issue in Chaparral City?’ The Company claims that Staff is still using a “backing in” 

method to calculate a fair value rate of return.92 Staff disagrees. Staff uses the Company’s fair value 

88 Id. 285 N.C. at 413,206 S.E.2d at 295. 
B9 Id. 
’O S-37 (Parcel1 Surrebuttal) at 8, line 23 to 9, line 2. 

UNS Gas’ Initial Post-Hearing Brief at 39, line 15 to 40, line 7. 
Id. at 43,ll. 1-2. 72 
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increment in its capital structure. Staff did not expressly use the increment in its mathematical 

calculation of a fair value rate of return in Chaparral City. 

In Railroad Commission of Texas v. Entex, Inc., the Texas Supreme Court expressly discussed 

the so called “backing in” method to determine a fair value rate of re t~rn.9~ The problem is not as 

simplistic as UNS Gas suggests. UNS Gas makes the same arguments made by Entex. 

Entex argued “that by basing the rate of return on the return to book common equity, . . ..the 

Commission has determined the reasonable revenues allowed on the original cost less depreciation 

and “backed into” the fair return on adjusted value rate base .... by means of a much lower rate of 

The court acknowledged, “[Iln a fair value jurisdiction the rate of return multiplied by the 

rate base usually resulted in a higher return to the book common equity than in an original cost 

jurisdiction because of the inclusion of the reproduction cost new factor.”95 

The court still rejected the arguments by Entex. The court provided the following two 

considerations relevant for fair value states: 

[l] [Tlhe fact cannot be denied that the return to book common 
equity is used as a performance indicator by the investor 
and cannot be ignored by blindly applying a rate of return 
to the fair value rate base without noting the consequences 
of such rate of return on the elements of the capital 
structure. The return to book equity even in a fair value 
jurisdiction should not be grossly OUJ of line with such a 
return in an original cost jurisdiction. 

[T[he fairness of the rate base or the rate of return can be 
measured by the cash requirements of the utility. All are 
interdependent and ultimately need to be reconciled.. . .a 
return to book common equity which is out of 
proportion .... cannot be ignored since it is more than 
necessary9;o attract capital, and therefore, unfair to the 
ratepayer. 

[2] 

Staff recognizes that its new calculation presents a similar, but different question than the one 

at issue in Chaparral City. The new question is whether investors expect an additional return 

separate from variables already used in financial models. Some of the cases cited above seem to 

93 599 S.W.2d 292 (Tx. 1980). 
94 Id. at 297. 
95 Id. at 298. 
96 Id. at 299 (emphasis added). 
97 Id. 
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assume that there is some incremental return expected by investors. The cases all support a lower 

return than the return for OCRB. There is no evidence in this proceeding supporting an assumption 

that investors expect additional return. On the other hand, the only evidence on point suggests an 

opposite conclusion. 

Mr. Parcel1 testified that regulators should only provide, and investors should only expect, “an 

opportunity to earn a return on the capital [investors] provided to the ~tility.”~’ He explained that a 

fair value increment is not financed by a utility’s investors. He argued that “it is logical and 

appropriate to assume that this excess has no cost.”99 Mr. Parcell’s testimony is consistent with the 

North Carolina Supreme Court’s recognition that fair value increments are “unrealized paper profits.” 

To the extent that investors may expect a return on paper profits, the return is already 

incorporated into cost of capital models. For example, forecasted earnings per share (“EPS”) and 

dividends per share (“DPS”) will be higher if investors expect a utility’s assets to grow in value. 

Historical EPS and DPS would also incorporate growth between a utility’s last rate case and its 

ament rate case. 

Staff will continue to evaluate how to calculate a fair value rate of return. It is possible that 

Staff may identify a mathematical adjustment superior to the one proposed in this case. For the 

purposes of this proceeding, evidence in the record supports Staffs position. UNS Gas did not 

provide any evidence on how to adjust cost of capital models for determining a fair value rate of 

return.’00 UNG Gas’s request would create excessive returns for the Company. Staff respectfully 

requests the Commission to adopt its recommended adjustment for this case. 

B. The Company’s Rate Design Proposal Should Be Rejected Because a Significant 
Move Toward a Straight Fixed-Variable Rate Design Violates Long-standing 
Regulatory Principles and the Company Has Not Demonstrated a Material 
Cross-Subsidization. 

UNS Gas’s requested changes in monthly customer charges are excessive and should be 

rejected. UNS Gas requests an unprecedented move toward a straight fixed-variable rate design. The 

” S-37 (Parcel1 Surrebuttal) at 9,ll. 4-9 
” ~ d .  at 9 , ~ .  11-20. 
loo TR. Vol. I at 74, line 25 to 75, line 13; see also Id. at 72, line 20 to 73, line 16 (Mr. Pignatelli agreed that the Company 
lid not evaluate adjustments to cost of capital methodologies for determining a fair value rate of return.). 
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Company argues that monthly customer charges should match non-volumetric revenue to fixed 

costs. 101 

The Company also claims that the current rate design results in a cross-subsidization from 

cold-weather residential customers to warm-whether residential customers. lo2 UNS Gas argues, 

”Neither Staff nor RUCO offer any justification for the substantial level of cross-subsidization that 

will result from their rate It further claims, “If consumers in Flagstaff, Prescott and other 

cold weather communities were aware of the degree to which they were subsidizing gas service for 

their peers in warmer climates, they would no doubt demand more exigent 

In an attempt to justify its position, the Company mischaracterizes the testimony of Staffs 

witnesses. The Company states: 

Moreover, the testimony of Staffs own witnesses suggests a 
charge much higher than $8.50 per month is appropriate. First, 
Staffs witness, Mr. Smith, agreed the Company should move 
toward cost-based rates. He also indicated that, in his opinion, 
recovering 50 percent of the Company’s fixed costs through the 
monthly customer charge could be reasoFgble. That would amount 
to a monthly customer charge of $13 .OO. 

Mr. Smith did not testify that a target of 50% is an appropriate target in this case or in any fbture case. 

Mr. Smith answered the Company’s question as follows: 

Q. Would you agree at least 50 percent ultimately over a series 
of rate cases would be a reasonable target? 

A. Perhaps, and the rate design in each particular case should 
reflect consideration of all the various factors, including 
avoiding [rate] shock and gradualism. 

So, I mean, beyond what happens in this current rate case, 
you know, I don’t know if I really want to present a Staff 
philosophy &at  you should ultimately end up at some 
percentage. 

. . .  

‘01 UNS Gas’ Initial Post-Hearing Brief at 45-47. 
lo* Id. at 43. 
lo3 Id. at 44-45. 

Id. at 48. 
Id at 46. 
TR. Vol. V at 824. 
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Thus, Mr. Smith did not agree with a target of 50%. As Mr. Smith explained on page 61: 

The UNS Gas proposals to drastically increase the customer charge 
component of rates should be rejected because it violates principles of 
gradualism and could cause ‘rate shock’ and would therefore likely be 
unacceptable to the rate paying public. As I explained in my 
supplemental testimony, rate design is an art, not a strict mathematical 
exercise, and requires the application of informed judgment. The UNS 
Gas proposal to increase residential customer charges from the current 
$7.00 to $17.00 per month, an increase of 142 percent, does raise issues 
of rate shock. Accordingly, Staff recommends that a more gradual 
approach to raising the customer charge component of UNS Gas’ base 
rates should be employed. 

The more gradual approach recommended by Staff was clearly to increase the customer charge for 

residential service from the current $7.00 per month to $8.50 per month. Staff witness Smith clearly 

did not agree with a 50% increase, or an increase to $13.00 per month. Additionally, his testimony is 

:omistent with the testimony of Staff witness Mr. Steven Ruback. Mr. Ruback testified that only one 

state allows a straight fixed-variable rate design. He explained that “according to rate design practice, 

fixed costs do not have to be recovered with fixed charges.”lo7 Mr. Ruback did not agree that the 

issue is simply matching fixed costs with fixed customer charges. He testified: 

Natural gas distribution systems have long been recognized as 
fixed cost systems, and Commissions throughout the Country have 
designed rates which recover some amount of customer costs in a 
fixed customer charge and the remainder of the revenue 
requirement from demand charges and volumetric rates.. ..I 
disagree that the Company’s proposal does not violate long- 
standing regulatory principles. In my opinion, UNS’ customer 
charge pro osals are not consistent with industry rate design 
standards. 18 

Finally, Mr. Ruback explained, “Cost of service is an important rate design criterion, but not the sole 

xiterion. The results of an allocated cost of service study are the starting point for rate design.”lo9 

Therefore, the Company does not share the same goal as Staff. Increasing customer monthly 

:barges by a modest amount is appropriate in this proceeding. But Staff is not trying to reach a 

bargeted percentage. Moreover, Staff disagrees that a straight fixed-variable rate design is an 

IO7 S-24 (Ruback Surrebuttal) at 5. 
Id. at 5. 

O9 Id. at 5. 
108 
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appropriate goal. Staff also disagrees that a major step toward this rate design is appropriate or 

necessary. 

The Company argues that putting more fixed charges in monthly customer charges is 

necessary to eliminate substantial cross-subsidization. UNS Gas has not presented sufficient 

evidence that cross-subsidization is substantial. The evidence shows that there is not a substantial 

subsidy from cold-weather customers to warm-weather customers. 

At hearing, RUCO witness Ms. Mary Lee Diaz-Cortez provided testimony related to 

Company exhibit TVL-1.'" Exhibit TVL-1 is titled "Residential Use and Margin by Location." The 

exhibit shows the number of customers billed by location for the test year. Ms. Diaz-Cortez testified 

that the schedule includes cold-weather areas, warm-weather areas, and areas with weather conditions 

in between the other two categories. She testified that the following locations experience cold 

weather: Flagstaff, Sedona, Winslow, Holbrook, Prescott, and Show Low. She further testified that 

the following locations experience warm weather: Santa Cruz and Lake Havasu. Finally, she 

testified that the following locations experience in between weather: Kingman and Cottonwood." ' 
The warm weather areas only have approximately 10% of the Company's customers.'12 On 

the other hand, Flagstaff and Prescott alone represent approximately 53% of the Company's 

c~stomers."~ Ms. Diaz-Cortez testified that in her opinion there is not a large sub~idy.' '~ 

Based on the customer count by location, there is no substantial cross subsidization from cold 

weather customers to warm weather customers. It is extremely unlikely that customers in Flagstaff 

and Prescott would believe that they are providing a substantial subsidy to warm weather customers. 

The numbers just don't add up. 

The UNS Gas proposals would, among other things, increase residential customer charges 

from the current $7.00 to $17.00 per month, for an increase of 142 percent. Considering the many 

'lo Ex. UNSG 18 (Voge Direct). 

'" Santa Cruz has 79,990 customers and Lake Havasu has 74,743 customers. The Company's number of customers is 
1,510,284. Accordingly: (79,990 + 74,743)/1,510,284 = 10%. 

Flagstaff has 333,263 customers and Prescott has 467,420 customers. Accordingly: (333,263 + 467,420)/1,5 10,284 = 
53%. 

TR. Vol. IV at 717. 

TR. Vol. IV at 716-717. 
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factors that should be weighed in rate design, Staffs gradual approach of increasing customer charges 

is more appropriate than the UNS Gas proposals and, therefore, Staffs approach should be adopted in 

this case. 

Staff respectfully requests the Commission to adopt its rate design and monthly customer 

charges. Staffs recommendations provide an appropriate amount of fixed costs in fixed monthly 

charges. Staffs recommendations align rates closer to cost-of-service, while preserving other 

regulatory goals in rate design. 

C. UNS Gas’ Throughput Adjustment Mechanism (“TAM”) Should be 
Rejected Because it is Overly Broad, Shifts Risk From the Company To 
Ratepayers, Constitutes Piecemeal Ratemaking, and Erodes the Benefits 
of Conservation. 

The Company argues, “The TAM is a type of decoupling mechanism that has gained growing 

support throughout the industrial and environmental communitie~.”’~~ The Company supports its 

argument with various comments by utility participants and with a National Association of 

Regulatory Commissions (“NARUC”) resolution. ’ ’‘ Finally, the Company attempts to distinguish its 

mechanism from the Conservation Margin Tracker (“CMT”) proposed by Southwest Gas and 

rejected by the Commission in Decision No. 68487.’17 In addition to arguments on the merits of the 

TAM, UNS Gas criticizes other parties for not proposing an acceptable alternative.’18 None of the 

Company’s arguments or positions has merit. 

Staff first discusses industry acceptance of decoupling mechanisms. The Company points to 

statements by industry associations submitted to NARUC and a NARUC resolution. None of the 

statements supports the excessively broad mechanism proposed by UNS Gas. 

Three organizations joined in on one statement: (1) the American Gas Association (“AGA”), 

(2) the National Resource Defense Council (“NRDC”), and (3) the American Council for an Energy- 

Efficiency Economy (“ACE3”). The joint statement to NARUC focused almost entirely on 

UNS Gas’ Initial Post-Hearing Brief at 50. 
116 Zd.. 
11’ Id. at 52. 

Id. at 53. 
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;onsexvation and energy efficiency. l9 For example, the statement included the following 

Zxplanation: 

[Mlany state’s rate structures offer - quite unintentionally - a 
significant financial disincentive for natural gas utilities to aggressively 
encourage their customers to use less natural gas, such as by providing 
financial incentives and education to promote energy-efficiency and 
conservation techniques.. . . 

When customers use less natural gas, utility profitability almost always 
suffers, because recovery of fixed costs is reduced in proportion to the 
reduction in sales. Thus, conservation may prevent a utility from 
recovering its authorized fixed costs and earning its state-allowed rate 
of return.. ..Public utility commissions should consider utility rate 
proposals and other innovative programs that reward utilities for 
encouraging conservation and managing customer bills to avoid certain 
negative impacts associated with colder-than-normal weather. There 
are a number of ways to do this, and NRDC and AGA join in 
supporting mechanisms that use modest automatic true-ups to ensure 
that a utility’s opportunity to recover autkrized fixed costs is not held 
hostage to fluctuations in retail gas sales. 

4s discussed below, the TAM is much broader than the type of mechanism supported in the joint 

statement. It cannot be described as a “modest” automatic true-up. 

UNS Gas also points to a NARUC resolution to support its proposed TAM. UNS Gas 

;laimed, “NARUC adopted a resolution encouraging state commissions to approve rate designs such 

zs the decoupling mechanism UNS Gas has proposed here.”121 The Company attached the resolution 

;o Mr. Erdwurm’s Rebuttal Testimony. The “resolution” does not support the broad decoupling 

aechanism proposed by UNS Gas. 

NARUC actually issued two separate resolutions, both of which are relevant to this 

proceeding. The resolutions are: 

RESOLVED, That the National Association of Regulatory 
Commissioners (NARUC), convened in its November 2005 Annual 
Convention in Indian Wells, California, encourages State commissions 
and other policy makers to review the rate designs they have previously 
approved to determine whether they should be reconsidered in order 
to implement innovative rate designs that will encourage energy 
conservation and energy efficiency that will assist in moderating 
natural gas demand and reducing upward pressure on natural gas 
prices; and be it further 

‘19 It also discussed hedging policies. See UNSG-19, Exhibit DBE-3. 
I2O Id., Joint Statement at 2. 
12’ UNS Gas Initial Post-Hearing Brief at 50. 
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RESOLVED, That NARUC recognizes that the best approach toward 
promoting energy efficiency program for any utility, State, or region 
may likely depend on local issues, preferences, and conditions. 122 

The NARUC resolutions are obviously limited to conservation and energy-efficiency programs. 

rherefore, the Company’s characterization of the resolutions is not complete and accurate. 

The evidence in the record is undisputed that the TAM would include weather fluctuations 

md changing economic ~0nditions.l~~ Staff urges the Commission to reject the TAM because it goes 

nuch farther than what is accepted by the industry. Mr. Erdwurm admitted that the TAM is not 

imited to conservation and energy-efficiency. 124 

Nevertheless, he testified that the TAM would not shift risk associated with revenue recovery 

iom the utility to ratepayers. The Company further argues, “The TAM was designed to cut the yoke 

hat tethers revenues to usage, a change that serves the interests of both the Company and its 

: u s tomer~ .”~~~  Staff disagrees. The TAM shifts risk from the Company to its ratepayers. Therefore, 

vhile it may serve UNS Gas’ interests, it does not serve the interests of ratepayers. 

The Company addressed the issue in both pre-filed testimony and at hearing. In his Rebuttal 

restimony, Mr. Erdwurm explained, “First, the Company will continue to bear all risk associated 

vith revenue recovery of margin costs from those customers whose Pricing Plans are not subject to 

idjustment through the TAM. Second, the TAM is intended to true up the revenue requirement of 

Iarticipating customers established in the test year.”126 On cross-examination, Mr. Erdwurm testified 

hat 92% of the Company’s customers would be subject to the TAM.’27 The evidence supports a 

inding that the TAM would shift risk of revenue recovery from UNS Gas to its ratepayers. 

UNS Gas also tries to discount Staffs position that a substantial TAM surcharge would 

tndercut conservation efforts. The Company argues that a TAM surcharges would be “dwarfed” by 

he costs of natural gas. It also argues that the TAM is based on system-wide reductions, which 

vould not affect incentives for individual ratepayers. 12’ 

22 UNSG-19, Exhibit DBE-4 at 2 (emphasis in the original except bold italic). 
23 See e.g. TR Vol. I11 at 497- 498. 
24 Id. at 499. 
25 UNS Gas’ Initial Post-Hearing Brief at 5 1 .  
26 UNSG-19 at 14-15. 
27 TR Vol. I11 at 497. ’’ UNS Gas’ Initial Post-Hearing Brief at 5 1-52. 
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The Company’s arguments miss the point of Staffs position. Staff remains concerned that the 

benefits of conservation would be eroded by the TAM.’29 High and volatile gas costs, especially 

during the heating season, would be exacerbated by a TAM surcharge. Staff witness Steven Ruback 

also provided an example where revenue deferrals accumulated to a high level in another state.’3o 

Unexpected increases in a TAM surcharge could undermine conservation. For example, if a 

customer’s bill is not reduced because of offsetting TAM increases, the customer’s benefit of 

reducing consumption would be diminished or lost. In addition to actual lost benefits, a customer’s 

perception of the benefits of conservation could be diminished. 

UNS Gas also attempts to distinguish its proposed TAM from Southwest Gas’s CMT.131 The 

two mechanisms are substantially similar because they true-up revenues for any variation in customer 

usage. Mr. Ruback cited reasons for the Commission rejection of Southwest Gas’ CMT in Decision 

No. 68487.’32 The Commission was concerned the CMT would be a disincentive for ratepayers to 

conserve. The Commission held, “[Tlhe likely effect of adopting the proposed CMT would be a 

disincentive to undertake conservation efforts because ratepayers would be required to pay for gas not 

used in prior 

Another reason the TAM should not be approved because the TAM amount to piecemeal 

ratemaking. The TAM deals with variations from expected used per customer. No other items in the 

ratemaking formula are considered in the TAM. 

Finally, the Company complained that no other party suggested an acceptable alternative. Not 

only is the Company trying to shift the burden of proof, but it also did not follow the direction of the 

Commission in Decision No. 68487. UNS Gas never consulted with Staff in its development of the 

TAM. As Staff stated in its initial brief, it is willing to work with the Company to evaluate 

appropriate decoupling mechanisms. 

S-23 at 12. 
130 Id. at 15. 
13’ UNS Gas’ Initial Post-Hearing Brief at 52. 
I3’S-23 at 17-18. 
133 Decision No. 68487 at 42. 
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D. Staff does not object to the Company’s Proposed Changes to its Rules and 
Regulations with the Following Modification which the Company has 
Agreed to in its Rebuttal Testimony and in its Initial Post Hearing Brief. 

Staff and UNS Gas are in agreement concerning the Company’s proposed changes to the rules 

and regulations. Staff reviewed and found reasonable and consistent with the Commission’s rules, 

the vast majority of the changes proposed by UNS Gas. Staff agreed with the UNS Gas-proposed 

changes to Section 10.C; however, in order that these changes not present a hardship on UNS Gas 

customers, there should be a six month waiver in the late payment penalty change. The Company has 

proposed to reduce the number of days, from 15 to 10, as the period a customer may avoid a late 

payment penalty. For the first 6 months, the penalty should be waived from day 10. This temporary 

six-month transition period should be able to charge the penalty after day 10. This temporary six- 

month transition period should help alleviate any hardship on customers from this change in billing 

terms. As described in UNS Gas witness Gary Smith’s rebuttal testimony at pages 3-4, the Company 

agreed to this waiver period. 

111. Conclusion 

UNS Gas’ application for a rate increase should be granted to the extent discussed in Staffs 

testimony in this Docket. The Commission should reject the Company’s proposed rate design and 

TAM which both attempt to shift an abnormally high degree of risk to ratepayers of the Company. 

RESPECTFULLY SUBMITTED this 19* day of June 2007. 
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